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STATEMENT OF THE CASE

This matter came before the Utah State Tax Comamiger an Initial Hearing pursuant to Utah Code
Ann. 859-1-502.5 on April 4, 2011.

On December 31, 2008, Auditing Division (“Divisignissued a Statutory Notice — Corporation
Franchise Tax (“Statutory Notice”) to PETITIONERPETITIONER” or “taxpayer”) for the period January 1
2003 through December 31, 2006 (“Audit Periodt).tHe Statutory Notice, the Division imposed aduitil

corporate franchise tax of $$$$$ and interest %% for a total assessment of $$$$$. No penalties we

1 Interest continues to accrue.
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imposed.

The only issue is whether tuition payments reckiwePETITIONER from students attending classes
and receiving educational services at PETITIONER&h campus are includable in the numerator ofdltes
factor, which is one of the three factors useditoudate PETITIONER’s Utah tax liability under tbaiform
Division of Income for Tax Purposes Act (“UDITPA”RPETITIONER filed returns for the Audit Period in
which it excluded the tuition revenue it receiveédsaUtah campus from the numerator of its Utdbsstactor.
The Division determined that the tuition paymepagd by students at PETITIONER’s Utah campus were
Utah sales that should be included in the numerdttre Utah sales factor, and it assessed PETIEHRN
accordingly.

APPLICABLE LAW

1. Utah’s UDITPA provisions are set forth in Til®, Chapter 7, Part 3 of the Utah Code. For
purposes of the UDITPA provisions, Utah Code Ar9-§-303(1J provides that “[a]ny taxpayer having
income from business activity which is taxable beithin and without this state shall allocate apg@rtion
its adjusted income as provided in this part.”

2. UCA 859-7-311 provides that “[a]ll businessdme shall be apportioned to this state by
multiplying the income by a fraction[.]” The fraa is calculated on the basis of a property factqrayroll
factor, and a sales factor.

3. UCA 859-7-317 concerns the sales factor andges\that “[t]he sales factor is a fraction, the
numerator of which is the total sales of the taxpay this state during the tax period, and theod@nator of

which is the total sales of the taxpayer everywldeméng the tax period.”

2 The 2006 version of Utah law is cited, unle$enwise indicated.
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4. UCA §59-7-319also concerns the sales factor and, during thétRedod, provided for the

treatment of sales other than sales of tangiblsgoet property, as follows in pertinent part:

(1) Sales, other than sales of tangible pergmmugerty, are in this state if:
(a) the income-producing activity is performedhiststate; or
(b) the income-producing activity is performed biotland outside this state and a greater
proportion of the income-producing activity is perhed in this state than in any other
state, based on costs of performance.

5. Utah Admin. Rule R865-6F-8 (“Rule 8provides guidance concerning the calculationef th

three UDITPA factors, including the sales factarfa@lows in relevant part:

I. Sales Factor. In General.

6. Sales Other than Sales of Tangible Persanglerty in this State.

a) Ingeneral, Section 59-7-319(1) providegtierinclusion in the numerator of the
sales factor of gross receipts from transactioheradhan sales of tangible personal
property (including transactions with the Unitedt8t government). Under Section
59-7-319(1), gross receipts are attributed todtiaite if the income producing activity
that gave rise to the receipts is performed whwailhin this state. Also, gross
receipts are attributed to this state if, with Exgfo a particular item of income, the
income producing activity is performed within aniheut this state but the greater
proportion of the income producing activity is merhed in this state, based on costs
of performance.
b) The term "income producing activity" appliesgach separate item of income
and means the transactions and activity directjagad in by the taxpayer in the
regular course of its trade or business for thenale purpose of obtaining gains or
profit. Income producing activity does not inclutf@ansactions and activities
performed on behalf of a taxpayer, such as thosdumed on its behalf by an
independent contractor. Accordingly, the incomedpiging activity includes the
following:

(1) the rendering of personal services by emm@sye the utilization of tangible

and intangible property by the taxpayer in perforgra service;

(2) the sale, rental, leasing, or licensing tieotuse of real property;

(3) therental, leasing, licensing or otheraofsatangible personal property; or

(4) the sale, licensing or other use of intangfi@esonal property. The mere

3 Section 59-7-319 was substantively revised sypbe# to the Audit Period.
4 The cited portions of Rule 8 were renumberedatiffe November 17, 2006, approximately six
weeks before the end of the Audit Period at issue.
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holding of intangible personal property is not,tsélf, an income producing
activity.
¢) The term "costs of performance" means direstcdetermined in a manner
consistent with generally accepted accounting plies and in accordance with
accepted conditions or practices in the trade emnass of the taxpayer.
d) Receipts (other than from sales of tangiblesqeal property) in respect to a
particular income producing activity are in thiatstif:
(1) the income producing activity is performed Whavithin this state; or
(2) the income producing activity is performedia and outside this state and
a greater proportion of the income producing aistig performed in this state
than in any other state, based on costs of perfcea
e) The following are special rules for determgnimhen receipts from the income
producing activities described below are in thigest

(3) Gross receipts for the performance of persserices are attributable to
this state to the extent services are performdéuidrstate. If services relating to
a single item of income are performed partly witaird partly without this state,
the gross receipts for the performance of serglcakl be attributable to this state
only if a greater portion of the services were peried in this state, based on
costs of performance. Usually where services arfopned partly within and
partly without this state, the services performe@ach state will constitute a
separate income producing activity. In that cdle,gross receipts for the
performance of services attributable to this statdl be measured by the ratio
that the time spent in performing services in #iate bears to the total time
spent in performing services everywhere. Time speperforming services
includes the amount of time expended in the perfoice of a contract or other
obligation that gives rise to gross receipts. &b service not directly
connected with the performance of the contractthemobligations, as for
example, time expended in negotiating the contriacexcluded from the
computations.

6. UCA 859-1-1417 (2010) provides that the burdémpmof is upon the petitioner in
proceedings before the Commission, with limitedegtions as follows:

In a proceeding before the commission, the burdearaof is on the petitioner except for
determining the following, in which the burden @bpf is on the commission:
(1) whether the petitioner committed fraud with intemevade a tax, fee, or charge;
(2) whether the petitioner is obligated as thadfaree of property of the person that
originally owes a liability or a preceding transfer but not to show that the person that
originally owes a liability is obligated for theability; and
(3) whether the petitioner is liable for an incieasa deficiency if the increase is asserted
initially after a notice of deficiency is mailed&tcordance with Section 59-1-1405 and a



Appeal No. 09-0578

petition under Part 5, Petitions for Redetermimatib Deficiencies, is filed, unless the
increase in the deficiency is the result of a cleasrgcorrection of federal taxable income;
(a) required to be reported; and
(b) of which the commission has no notice at theetthe commission mails the
notice of deficiency.

APPLICABLE FACTS

1. PETITIONER is a for-profit, secondary educatidnatitutional commonly referred to as a
“WORDS REMOVED.” It provides educational servigagmarily in the ( WORDS REMOVED ) fields.
PETITIONER is headquartered in STATE 1.

2. During the four-year Audit Period, PETITIONEReoated (# ) campus in Utah and between (
# )and ( # ) campuses outside of Utah. PEJNER has campuses in more than ( # ) states.

3. During the Audit Period, PETITIONER had betwége#t ) and ( #) students in Utah and
between ( # ) and ( # ) students outside ohUta

4. For the 2003 tax year, PETITIONER received $$$$3uition revenue from students
attending classes at its Utah campus. In addi&T,ITIONER received $$$$$ of revenue at its Utaihgus
for ( WORDS REMOVED ). These amounts total $$$$$

5. On its original 2003 Utah return, PETITIONERadated its Utah sales factor by including in
the numerator (i.e., claiming as Utah sales) aibneie received at its Utah campus, specificallyp$®s$
described in the preceding paragraph.

6. PETITIONER subsequently filed an amended 20G@®hWeturn, on which it revised its Utah
sales factor to exclude from the numerator alldnitevenue paid by Utah students. On the ameg@egd
return, PETITIONER only claimed as Utah sales th&$b of income it received at its Utah campus for (
WORDS REMOVED ).

7. PETITIONER claims that the revenue it receivetlidion payments from students at its Utah
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campus should not be considered Utah sales beomstef the costs associated with providing thesda
were not incurred in Utah, where the classes waurght, but were instead incurred in STATE 1, where

PETITIONER is headquartered.

8. For example, for the 2003 tax year, PETITIONER bitah costs ( WORDS REMOVED )
that totaled $$$$3$.
9. For the 2003 tax year, PETITIONER also had tmedpany costs incurred outside of Utah of

$$$$$. These were the total costs incurred by PEENER for a number of activities occurring primgin
STATE 1 and included ( WORDS REMOVED ). The tatampany costs also included the costs paid by
PETITIONER to COMPANY 1 (“COMPANY 1", a subsidiagf PETITIONER, to obtain the curricula
owned by COMPANY 1. ( SENTENCE REMOVED ).

10. For the 2003 tax year, PETITIONER's total sdies, the denominator of its sales factor)
amounted to $$$$$.

11. On PETITIONER’s 2004, 2005, and 2006 Utah redyit also calculated its Utah sales factor
by excluding from Utah sales the tuition paymeht tt received from students attending classés bitah
campus.

DISCUSSION

The educational services that PETITIONER provigieiss Utah campus and for which it receives
tuition revenue is not the sale of tangible pers@maperty. It is the sale of services. For pusgm of
calculating the Utah sales factor, Section 59-78fides that sales other than sales of tangibtegmal
property are Utah sales if either: 1) the inconadprcing activity is performed in Utah; or 2) thedme-
producing activity is performed both in and outsidtah and a greater proportion of the income-prodyc

activity is performed in this state than in anyesthtate, based on costs of performance.
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The parties have different opinions of how PETINER'’s “income-producing activity” should be
characterized when determining where they are padd and the amounts of the costs of performanteen
calculating the sales factor, PETITIONER claimg ttssincome-producing activity should be charazest as
its total operations, not just the educational isesvit provides to individual students at its Utaimpus.
PETITIONER claims that its income-producing activg performed not only in Utah, where it provides
educational services, but also outside of Utahn{arily in STATE 1), ( WORDS REMOVED ).
PETITIONER contends that its costs of performancetired outside of Utah are substantially grelan tts
costs of performance incurred in Utah for each yeaissue. For the 2003 tax year, for example,
PETITIONER claims that its costs of performancesilé of Utah are approximately $$$$$, while it4so0$
performance in Utah are approximately $$$$$. Res¢ reasons, PETITIONER claims that Section 5897-3
provides that the tuition payments it receives figiodents at its Utah campus are not Utah sales.

The Division, however, contends that PETITIONERmcdme-producing activity should be
characterized as PETITIONER's sale of educatioanlises to individual students. Under the Division
approach, PETITIONER's total costs to ( WORDS REWED ) are not considered direct costs associated
with providing educational services to individuaktomers in Utah. The Division asserts that itgegch is
fair, as it results in the tuition payments gerextaat PETITIONER'’s Utah campus being included aghUt
sales when determining how much of PETITIONER ®©me is subject to tax in Utah. The Division also
notes that Rule 8(1)(6)(c) provides that “[t|hentecosts of performance’ meads ect costs determined in a
manner consistent with generally accepted accayiptinciples and in accordance with accepted cimmdior
practices in the trade or business of the taxpaieriphasis added). The Division asserts that secte
costs PETITIONER incurred in STATE 1 are not direosts, they should not be considered costs of

performance when determining where the income-grioguactivity at issue is performed.
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PETITIONER counters that ( WORDS REMOVED ) areedi costs associated with providing
educational services in Utah because it would aathe to offer courses, including those at ithidmpus,
without these costs being incurred. PETITIONERuasgthat costs incurred by its unitary group shootde
ignored when determining where its income-producntijvities occur. For these reasons, PETITIONER
contends that the Commission should use an “opewdtiapproach and not a “transactional” approachrw
determining the costs of an activity. PETITIONERs that this position was accepted by the Masssatts
Appellate Tax Board (“Tax Board”) ifihe I nterface Group v. Commissioner of Revenue, 2008 WL 4642961
(Mass. App. Tax Bd.).

In Interface, the Tax Board considered a public charter towrajor that was in the business of
assembling various components of travel packagesrerketing those packages to travel agents wiib sol
them to the ultimate customers. The public chaotaroperator was headquartered in Massachuselttaast
of its costs were incurred in Massachusetts, dvengh some of its costs were incurred in otheestalhe
Tax Board found that the tour operator’s incomedpiging activity was more appropriately charactetias
the bulk purchase of rooms and transportation hadackage and sale of the tours through traveitage
instead of being characterized as the sale ofiitha@l tours to individual customers. The Tax Bofghd
that the tour operator was not “directly engagedhie sale of individual vacation tour to indiviloastomers
as it sold the tours indirectly through travel a@génFor these reasons, the Tax Board characterizetbtin
operator’s “income-producing activity” as its ovkggeration of a business that assembled, marlkstedold
tours in bulk. With this characterization, the TBoard found that the tour operator’s sales ofddanibulk
were Massachusetts sales because most of theatgsesformance associated with the bulk sales were

incurred in Massachusetts.

5 Both Utah law pertinent to the instant case éR&(l)(6)(b)) and Massachusetts law pertinent to
Interface define “income-producing activity” to be an “adtivdirectly engaged in by the taxpayer. . .”
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The circumstances in PETITIONER'’s case at hand gvew are different from those linterface.
PETITIONER directly offers educational servicestal collects tuition payments from individual cusérs
(i.e., students), unlike the tour operatotrterface, which sold its packages indirectly through traagénts
and did not sell directly to individual customeFar this reason, PETITIONER’s income-producingyvigtis
most appropriately characterized as the individdakational services that it provides directlyttmlents from
whom it collects tuition payments. PETITIONER piaas educational services to Utah students attah U
campus in exchange for tuition fees. The senacesonsumed by Utah customers at a location in. Utae
individual educational services provided to studettPETITIONER’s Utah campus appear to be perfdrme
entirely in Utah. Accordingly, they are Utah salesler Section 59-7-319(1)(a), and the costs dbpeance
analysis required in Subsection 319(1)(b) for smwiperformed in more than one state is unnecessary

Furthermore, even had the services at issue imfeal been performed in more than one state, the
costs of performance associated with PETITIONERipiing educational services to individual studextigs
Utah campus would not include PETITIONER’s totaktso Rule 8(1)(6)(c) provides that “costs of
performance” means “direct costs determined in amaaconsistent with generally accepted accounting
principles and in accordance with accepted conwtiar practices in the trade or business of theager.”
The “direct costs” of providing classes to studémidtah do not include all administrative and depenent
costs that PETITIONER incurs to operate its unitanginess and to develop and obtain curriculaithat

provided not only to Utah students, but to studémisughout the United States.

(emphasis added).

6 Had some of the tuition revenue at issue bemgived in exchange for PETITIONER providing on-
line courses where the instructors were in STATdRA the students where in Utah, the educationalcssr
would have been performed in more than one statkthee costs of performance analysis of Subseb8er-
319(1)(b) would have been appropriate. Howevearethis no evidence to suggest that any of theotuiti
revenue at issue in this appeal included revensmciaged with on-line courses.
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The evidence proffered at the Initial Hearing shdteat a majority, if not all, of the costs of
performance incurred by PETITIONER to provide ediocel services to individual students at its Utah
campus are incurred in Utah. For the 2003 yeaeXample, the direct costs that PETITIONER incdiire
Utah to provide educational services to individuth students in exchange for tuition payments anteoiio
approximately $$$$$. PETITIONER has not shown thatcurred any “direct costs” outside of Utah to
provide educational services to individual studémtdtah. PETITIONER has not produced any preceoien
generally accepted accounting principles to shawttie “direct costs” of performing this activifclude any
portion of the approximately $$$$$ in managemestsand curricula costs that it incurred in STATE 1
2003. Furthermore, even if PETITIONER had provigescedent or other evidence to show that sucls cost
should be included as direct costs of providingcational services to individual Utah students likiely that
such costs would need to be apportioned among a&hieus states in which PETITIONER provides
educational services in order to determine the anolicosts properly attributable to each stateluising
Utah. Itis noted that allocating PETITIONERsabtosts of approximately $$$$$ on either a stutlasis
(number of students in Utah versus number natioeywad on a campus basis (number of campuses in Utah
versus humber nationwide) would result in costsitired outside of Utah that are significantly ldssrt the
direct costs incurred in Utah.

Based on the information proffered at the Initiakating, the direct costs associated with
PETITIONER’s income-producing activity of providimglucational services to individual students afih
campus are primarily, if not exclusively, incuriadJtah. As a result, the tuition revenue that FEONER
received in exchange for providing educational ises/to its Utah students should be sourced to fdtah

purposes of calculating PETITIONER's sales factordfach year at issde.

7 Itis noted that the STATE 4 State Tax Commissias reached a similar decision in a case invglvin
PETITIONER on the same issue. $rthe Matter of PETITIONER, Docket No. 21750 (STATE 4 State Tax
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It is also noted that a prior Commission decisigppmorts the above conclusion that a company’s total
overall costs may not be relevant to a costs dbpmance analysis under Subsection 319(1)(b)U3hC
Appeal No. 96-2266 (Formal Hearing Decision Jan. 27, 1997), the Casimin considered a matter in which a
company argued that based on costs of performaalss made to customers in Utah were not Utah ales
purposes of calculating its Utah sales factor. tThae involved a telecommunications company thidtar
resold long distance telephone access througticanéde network. Because the company’s network axiig
operated from network centers in STATE 2 and STATEhe company argued that most of its costs of
performance associated with its sales to Utah meste were incurred outside of Utah. The Commission
however, found that the net costs of operatinghitevork “are irrelevant to the costs of performarate,
which is used to determine whether receipts froimeome producing activity in Utah should be in@ddn
the numerator of the Utah sales factor.” The Caossian found that the company’s receipts from salekah
must be considered Utah sales and included inuheerator of the Utah sales factor, explaining that:

Petitioner has not identified the actual directe@ssociated with [its] transactions in Utah.

Instead, it attempts to impute to Utah the comnumtscthat [it] incurred in providing services

to all of its customers across the country andufhout the world. Following Petitioner’s

argument to its logical conclusion, [its] receipé&mnot be attributed tmy state’s sales factor

because its costs of performance in each statameighed by the collective costs incurred

in all of the other states|.]

Although [Petitioner] has costs associated withmaaining a worldwide telephone network,

these indirect costs are properly accounted forveeighted in the UDITPA property and

payroll factors. Petitioner has not, and proballynot, identify direct costs associated with
providing service to its Utah customers.

Comm’n Decision Jan. 28, 2010). Although Utaha$ lbound by the STATE 4 decision, it is noted that
STATE 4’s applicable laws and regulations pertajrimthe matter at issue are nearly identical &hidt The
STATE 4 agency found that PETITIONER’s costs asgediwith licensing fees for instructional mater&hd
management costs were indirect costs, not direstscbecause such costs are not considered dastst ¢
according to generally accepted accounting priesipln addition, the STATE 4 agency found that¢tude
such indirect costs in a cost of performance aisaly®uld defeat the purpose of the UDITPA statutes
concerning the sales factor, explaining that threega philosophy of UDITPA is to source saleditogtate in
which the property or services are consumed {he.place where the sales activity occurs).
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In conclusion, the tuition payments that PETITIGRNEceives from providing educational services to
individual students at its Utah campus should Batéd as Utah sales for purposes of calculating

PETITIONER's sales factor for each year at issue.

Kerry R. Chapman
Administrative Law Judge

DECISION AND ORDER

Based upon the foregoing, the Commission denietattpayer's appeal and sustains the Division’s
assessment in its entirety. It is so ordered.

This decision does not limit a party's right taosrfral Hearing. However, this Decision and Ordéir wi
become the Final Decision and Order of the Comunissiless any party to this case files a writteuest
within thirty (30) days of the date of this decisito proceed to a Formal Hearing. Such a requnedi Ise
mailed to the address listed below and must incthddPetitioner's name, address, and appeal number:

Utah State Tax Commission
Appeals Division
210 North 1950 West
Salt Lake City, Utah 84134

Failure to request a Formal Hearing will precludg further appeal rights in this matter.
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DATED this day of , 2011.
R. Bruce Johnson Marc B. Johnson
Commission Chair Commissioner
D’'Arcy Dixon Pignanelli Michael J. Cragun
Commissioner Commissioner

Notice: If a Formal Hearing is not requested as discuabege, failure to pay the balance resulting frois th
order within thirty (30) days from the date of thigler may result in a late payment penalty.

KRC/09-0578.int
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